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The Need for Harmonization and Modernization of Securities Ownership, Transfer and Pledging Laws

Basic Principles and

Analysis of Selected Jurisdictions in Latin America

I.
INTRODUCTION

The implementation of electronic systems influences how securities transactions take place in today’s world.  The way securities are held, transferred and pledged has gone through fundamental changes during the last decades.  In the past, securities were transferred mostly physically, usually by endorsement and, in the case of stocks, by endorsement and registration in the issuer’s books.  Today, most securities transactions have shifted from instruments to accounts;
 also, they are mostly held and pledged through one or more layers of intermediaries.  This new reality came about as the result of a process—initially in the 1960s in the U.S.—whereby the volume of securities transfers in securities markets grew to such an extent that corporations, exchanges and brokerage houses could no longer process the paper.  This lead to the concept of uncertificated securities (i.e., securities that only exist on the books of issuers or other third persons, without any issuance of a certificate—such is the case, for example, of securities issued by the U.S. Treasury, which only exist as book entries in a system maintained by the Federal Reserve.)  However, it should be noted that, in contrast, most publicly traded securities continue to be certificated.
  In the latter case, certificates are issued typically as a global certificate that is not delivered to the end user.
 

The main difference between physical and dematerialized securities is the way in which they are evidenced.   Securities evidenced by individual or global physical certificates are physical securities, whereas those represented by book entries on the issuer or intermediary’s books are dematerialized securities.
  

In addition to the notion of uncertificated securities, the reaction to the “paperwork crunch” lead to another, even more significant development, which was the creation of a system of transfers (the word transfer is preferable, rather than delivery, which is more indicative of physical possession)
 through depository institutions developed for holding stock certificates, thus eliminating the need for the direct relationship between investor and corporate issuer.  This is how the indirect holding system developed.  These depository institutions, in turn, maintain accounts with brokerage houses, and brokerage houses maintain securities accounts for individual owners of the securities.  Instead of settling trades by delivering physical certificates, brokerages net the accounts among their customers.  In turn, depository institutions net the accounts among the various brokerages.

The need to structure an easier and faster system for securities transactions has given rise to material changes, not only in investment securities legislation but also in overall securities legislation and practices.  A worldwide movement is underway to harmonize and modernize commercial laws that govern the ownership, transfer and pledge of investment securities, recognizing the wide disparity that exists among countries with respect to the relevant laws. 

Uncertainty in the nature of interests in securities, pledging and enforcement practices is prejudicial both to investors and to secured creditors.  Legal rules and market practices related to which records are the official records for tracking interests in dematerialized or physical securities also vary from jurisdiction to jurisdiction.  For instance, the records of a central securities depository (CSD) may be the official records, rather than those of the issuer or an agent thereof.
  If existing laws—mostly drafted in the nineteenth century or before—make it more costly to obtain certainty, market participants may be unwilling to enter into transactions involving securities.
  Even more significantly, legal uncertainty contributes to systemic risk.

As an initial step, a modern legal framework for investment securities should be mindful of the four fundamental principles developed by the Committee on Modernizing Securities Ownership, Transfer and Pledging Laws under the auspices of the Capital Markets Forum.
  These four principles call for: a) the creation of a new type of interest in securities; b) the protection of investors’ interests against the intermediary’s general creditors; c) clear choice of law rules; and d) simplified pledging and enforcement foreclosure procedures.

This report provides an overview of these four principles, as well as related and additional concepts developed as a result of existing and ongoing efforts both at the national and international level.  This report also identifies some of the problems underlying securities legislation in Latin America, including matters pertaining to the issuance and negotiation of dematerialized investment securities, as well as how the indirect holding system of securities and the book-entry registry and recording system are structured and regulated in selected Latin American jurisdictions.  
Generally speaking, Panama is the jurisdiction whose indirect holding system of securities most closely resembles that of Article 8 of the U.S. Uniform Commercial Code (UCC).  The remaining jurisdictions analyzed in this report have reformed their rules to various extents in order to modernize their capital markets either through the use of electronic book-entry accounts or the regulation of specific participants in a modern securities market, including clearing corporations.   

This report takes the Panamanian law as a model and draws a comparison between this law and issues that either are not covered by the other jurisdictions or are treated and regulated differently.

II.
direct and indirect holding systems

A.
Ownership and Transfer of Securities in a Direct Holding System

Traditional systems for the ownership and transfer of securities—both under common and civil-law systems—involve a direct relationship between each holder and the relevant issuer.  The holder is registered in the issuer’s books as the owner of the relevant securities.  

Under U.S. law, this type of system is known as the direct holding system and is regulated in part by Article 8 of the UCC.  Article 8 regulates not only ownership and transfer of shares but also ownership and transfers of any other type of securities.  
Securities may be represented by certificates or they may be uncertificated.  When securities are represented by certificates, the issuer places or authorizes the placing of its name on the physical certificate to evidence its duty to perform an obligation vis-à-vis the owner of the certificate.
  In the case of uncertificated securities, there is no tangible instrument on which the issuer’s name might appear.  The equity interest is not represented by a certificate.

When securities are represented by certificates, their ownership is evidenced by possession of the certificate and transfer of those securities is accomplished by physical delivery of the relevant certificates.  The certificate has to be surrendered to the issuer or its transfer agent for registration of the transfer.  In the case of uncertificated securities, ownership is not represented by certificates, but it is also contemplated that changes in ownership should be reflected in the books of the issuer.

Latin American securities laws (leyes de títulos valores) typically regulate the traditional ownership and transfer of securities and reflect a predominantly—if not exclusively—direct holding relation with the issuer, where the physical delivery of certificates plays a fundamental role. 

Some of the main features of securities, as they typically exist in Latin America, are as follows:  a) the right is incorporated into the instrument itself (i.e., there is no separation between the physical instrument and the right) and consequently, the holder needs to present the instrument in order to exercise the right; b) the instrument provides standing to its holder, assignees or endorsees (legitimación)—the holder of the instrument has the right to request that the debtor comply with its obligation, as well as the right to transfer the instrument; c) the document is “literal,” i.e., the nature of the right and of the legal consequences thereof are determined by the wording of the instrument and not by any outside sources; and d) the instrument is autonomous—every new transferee acquires a new right, independent from the rights and personal obligations of the transferors.
  

As a result of the conceptualization of equity and debt securities in Latin America as títulos valores, the law of most Latin American countries continues to reflect practices whereby securities are held, transferred and pledged by actual physical possession or by accounting entries made directly on the books of the issuer or its agents, rather than reflecting a multi-tiered holding system.

B.
Securities Held Through Financial Intermediaries:  The Indirect Holding System

1. Overview
Ownership and transfer of securities in an indirect holding system follow rules that differ substantially from those that apply to the direct holding system.  The direct holding system is based on the physical transfer of certificates and the registration of such certificates in the records of the issuer.  Conversely, the indirect holding system provides a mechanism whereby the transfer of securities does not necessarily appear on the books of the issuer, but relies on a system managed by brokers and other financial intermediaries.  Transfers of securities are evidenced only through debits and credits in that system.  This allows the settlement of an enormous amount of transactions in a very fast and simple way.  

The indirect holding system establishes a complex network of participants such as issuers, central securities depositories, brokers, banks, investments funds, clearing houses and retail investors—often in multiple jurisdictions.  Various layers of intermediaries can often stand between an investor and the individual physical or dematerialized securities in a given market.  In fact, this has become the rule, rather than the exception.  Intermediation is at the core of the law of financial accounts.
  The multi-tiered holding system helps reduce traditional loss, theft and illiquidity costs typically associated with the holding, transferring and pledging of securities in a direct holding system.
  The following diagram illustrates the holding of securities in an indirect holding system:
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The indirect holding system assumes a series of principles and stipulations that will be discussed in the following sections.
2. Security Entitlement

a) Overview
The notion of security entitlement is a new property interest, as referenced by Article 8 of the UCC.  According to Article 8, a person acquires a security entitlement in a “financial asset” when purchasing such an asset.
  

Conceptually, the notion of entitlement is likely to be the most controversial in Latin American law.  A “security entitlement” is a sui generis type of property interest which encompasses both property and personal rights.  This concept should not be conceived within traditional property law principles.  A security entitlement is in itself a form of property interest, not merely an in personam claim against the intermediary.  The concept of security entitlement does, however, include, in addition, a package of in personam rights against the intermediary.
  A security entitlement creates a relation between the broker and the retail investor.  An investor who owns a security entitlement can only claim its property and personal rights against the broker and does not have a traceable property right to the physical certificate.  The property right is defined by Article 8 as a pro-rata share of the same type of securities that the intermediary holds.
  This means that in case of insolvency, all securities of a certain type that the intermediary holds will be divided between the security entitlement holders of the same type of securities (e.g., IBM stock).  Any other types of securities held by the intermediary will be divided between the security entitlement holders of that other kind of securities, and so on.

b) Acquiring a Security Entitlement

The notion of security entitlement is closely connected to that of an intermediary.  An intermediary can be a clearing corporation or a person (including a bank or a broker) that in the ordinary course of its business maintains securities accounts for others.
  

A person acquires a security entitlement if a security intermediary:  a) indicates by a book entry that a financial asset has been credited to the person’s securities account; b) receives a financial asset from the person or acquires a financial asset for the person and, in either case, accepts it for credit to the person’s securities account;
 or c) becomes obligated by other law, regulation or rule to credit a financial asset to the person’s securities account.
  In all of these instances, the certificate is not in the name or in possession of the investor (the client of the securities intermediary).  In addition, if one of the three conditions has been met, a person has a security entitlement even if the securities intermediary does not itself hold the financial asset.
  This means, for example, that if a person gives his broker money to buy 100 shares of XYZ corporation and the broker credits his account without buying those shares in the stock exchange, the person still has a security entitlement and is entitled to claim to the intermediary the benefits of those shares.  This does not mean, however, that the securities intermediary is free to create security entitlements without holding sufficient financial assets to satisfy its entitlement holders; the securities intermediary has a legal duty to maintain sufficient assets as reserves.

c) Transfers of Security Entitlements 

Transfers of security entitlements are intended to be very simple.  The owner of the security entitlement gives the securities intermediary an entitlement order demanding it to transfer his security entitlement.
  An entitlement order is effective if it is originated by the appropriate person or by an authorized person.  An appropriate person in the indirect holding system is the entitlement holder.
  An authorized person is a person who has power under the law of agency to transfer the financial asset on behalf of the appropriate person, including a person who has control.
  It is very important to be aware that the intermediary must comply with an entitlement order of an appropriate person, but he is not obligated to comply with an order from an authorized person unless such intermediary has agreed with the holder of the security entitlement by contract that it will comply with orders from such person.

3. The Concept of “Control” in the Indirect Holding System
a) Overview
In the indirect holding system, a purchaser (including a secured party) obtains control of a security entitlement if the purchaser becomes the entitlement holder or if the securities intermediary has agreed that it will comply with entitlement orders originated by the purchaser without further consent by the entitlement holder.
  It is very important to obtain control in order to acquire security entitlements free of adverse claims.  The transfer of security entitlements can be validly made through other means, but it will only have effect between the parties to that transfer and therefore the buyer will still be subject to adverse claims by third party creditors or purchasers.  A person acquires a security entitlement free of adverse claims if he follows the conditions mentioned above, gives value and has no notice of adverse claims.
  This is very similar to the mechanism under the direct holding system.  The purpose is to protect good faith entitlement holders from adverse claims, provided they follow the simple steps required by Article 8 of the UCC. 

Control is a broad term that incorporates possession of a certificate for certificated securities and registration on the books of the issuer for uncertificated securities.  Control can also be taken over securities accounts by agreement between the relevant account holder(s), intermediaries and secured creditors.  This agreement confers the power over such accounts to the secured creditor and allows him to give instructions to the intermediary regarding the disposition of the investment securities, without requiring the consent of the account holder.
b) Notes on Entitlement and Control

The concepts of “entitlement” and “control,” which are key elements under Article 8, would have to find counterparts in Latin American law, and conflicting terms should be avoided.  

4. Duty to Maintain Sufficient Financial Assets

The UCC provides that a securities intermediary shall promptly obtain and thereafter maintain financial assets in a quantity corresponding to the aggregate of all security entitlements it has established in favor of its entitlement holders.  The securities intermediary is allowed to maintain those financial assets directly or indirectly.
  In addition, the UCC protects investors by providing that a securities intermediary may not grant any security interests in a financial asset it is obligated to maintain unless the entitlement holder agrees.
  Federal securities laws also require that brokers obtain the explicit consent of customers before pledging customers’ securities or commingling different customers’ securities for pledge.
  In the U.S., specific state laws are also intended to protect investors who purchase investment securities through an intermediary.  For example, New York law prohibits fraudulent transactions in securities by considering it a misdemeanor when brokers transact against customers’ orders.
  New York law also prohibits transactions after insolvency that are intended to defraud investors.
  Furthermore, a broker who disposes, for his or its own benefit, of customers’ securities is guilty of a misdemeanor under New York law.
  Finally, New York law considers practices including fraud, deception, concealment, suppression, false pretense or fictitious or pretended sale to be either a misdemeanor or a felony.

Article 8 expressly recognizes that brokers and other intermediaries have to comply with the duties specified in other statutes or regulations.

5. Priority Rules

Priority among entitlement holders and security interest holders is essential to the indirect holding system.
  Priority rules determine who has a better or senior right when two or more parties claim an interest to a security.  Article 8 provides as a general rule that if a securities intermediary does not have sufficient securities or other financial assets to satisfy its obligations to entitlement holders and to creditors who have a security interest in such financial assets, the claims of entitlement holders have priority over the claims of creditors.
  
One of the fundamental principles recognized by different countries (including the U.S.) for the harmonization of securities laws is that the pool of securities or interests in securities held by an intermediary to satisfy the interests of the entitlement holders should be protected against the claims of the intermediary’s creditors in the event of bankruptcy.
  

6. Pledging of Securities under the Indirect Holding System 

There are different ways to create or perfect a security interest in a security entitlement.  Perfecting a security interest by control is the best way because the purchaser acquires a right free of adverse claims.  There is no need for a written security agreement if the creditor has control.
  However, a security interest can also be perfected by filing,
 through the registration of a financing statement in the proper office of the relevant jurisdiction.
  A financing statement must include the names of the debtor and the secured party, as well as an indication of the collateral covered by the financing statement.
  
When a security interest in investment property is created by a broker or securities intermediary, it will be perfected when it attaches—there is no need to file a financing statement.
  A security interest in a security entitlement granted to the debtor’s own securities intermediary has priority over any security interest granted by the debtor to another secured party.

Notwithstanding the different methods available for the perfection of security interests, not all provide the same protection.  A creditor must obtain control in order to have full protection.  Priority between conflicting security interests in the same investment property is governed by the following rules: 

a) a security interest held by a secured party having control of investment property has priority over a security interest held by a secured party that does not have control;
b) conflicting security interests held by secured parties, each of which has control, rank according to priority in time;
c) a security interest held by a securities intermediary in a security entitlement or a securities account maintained with the securities intermediary has priority over a conflicting security interest held by another secured party; and
d) conflicting security interests created by a broker, securities intermediary or commodity intermediary which are perfected without control rank equally.  

The UCC provides a special rule for certificated securities: if a security certificate in registered form is delivered to a secured party pursuant to an agreement, a written security agreement is not required for attachment or enforceability of the security interest.  Delivery suffices for perfection of the security interest, and the security interest has priority over a conflicting security interest perfected by means other than control, even if a necessary endorsement is lacking.
  

7. Additional Rules

Article 9 of the UCC recognizes the possibility of creating a security interest in the proceeds of the securities.  Any payments or distributions made with respect to investment property collateral are proceeds.  The security interest in proceeds is a continuously perfected security interest if the interest in the original collateral was perfected.
  In addition, under Article 8 of the UCC a secured party can obtain control over uncertificated securities even if the registered owner retains the right to make substitutions, to originate instructions to the issuer or securities intermediary, or otherwise deal with the uncertificated security.
  This gives flexibility to the parties so they can deal with the complexities and turn of events in the securities market.

A significant question, once a security interest has been perfected, is how to enforce that security interest in case of default: in other words, what are the remedies available to the non-defaulting party.  The secured party may enforce the security interest by judicial process but also, and most importantly, by exercising self-help measures as to the collateral.
  Articles 9’s self-help measures include: a) making collections on the collateral and taking control of its proceeds; b) taking possession of the collateral; c) selling or otherwise disposing of the collateral to a third party; and d) retaining collateral in satisfaction of the debt (sometimes referred to as “strict foreclosure”).
  Self-help remedies are among the most important features of Article 9.  Control is not merely a means of assuring perfection or priority; it is also, by its nature, a means of facilitating the exercise of Article 9’s self-help remedies.

If the secured party has perfected a security interest by control, the exercising of self-help measures would be very easy.  Obtaining control is a very useful and practical mechanism to determine the priority between conflicting claims and to create an easy way to enforce a security interest.  Articles 8 and 9 of the UCC make a fundamental improvement in the operation of pledging rules and provide for a reliable legal system.

III.
Four Fundamental Principles Adopted by the Committee on Modernizing Securities Ownership, Transfer and Pledging Laws

Four fundamental principles were developed by the Committee on Modernizing Securities Ownership, Transfer and Pledging Laws of the International Bar Association, under the auspices of the Capital Markets Forum.
  The principles originated as a response to the need to improve the operational and legal infrastructure for cross-border securities clearance, settlement and custody, under the assumption that it is no longer possible to insulate domestic issuers, investors and markets from global market forces or related friction costs and risks.
  The underlying process calls for the review of existing laws to assess their consistency with the four principles.
 

A. 
First Principle: Creation of a New Property Interest

The First Principle states that interests in securities held through a financial intermediary should be defined by legislation or otherwise interpreted as a type of interest in a pro-rata portion of the pool of securities or interests in securities held by the intermediary with whom the interest holder has a direct contractual relationship, evidenced solely by the interest holder’s accounting entry on the books of its intermediary and not as a traceable or direct and undivided property right in individual securities, or a mere contractual claim.  The purpose behind this principle is to achieve finality of securities transfers and pledges.  In addition, this principle requires that the intermediary maintain a sufficient pool of deposited securities or interests in securities to satisfy the interests of all interest holders.  Furthermore, the intermediary can incur criminal responsibility if the securities are transferred, pledged or lent in a way that would put its customers at serious risk.  

Under this principle, it is important for the interest in the securities held by the intermediaries to be defined not merely as a contractual right, but also as a pro-rata property right in the pool of securities held by the intermediary.  If the right were merely contractual, the customers would bear the risk of insolvency of the securities intermediary as general creditors.
  Instead, if the interest is defined as a pro-rata property right, the customers have priority over the securities against any other creditor in case of insolvency.  The pool of securities or interest in securities does not become the property of the intermediary.

As previously referenced, UCC Art. 8 states very clearly that a security entitlement (i.e., the interest of an investor or secured creditor in securities held through accounts with a financial intermediary)
 is property, albeit not a claim to a specific identifiable thing
—and not merely an in personam claim against the intermediary.  The concept of security entitlement does, however, include a package of in personam rights against the intermediary.
  Article 8 of the UCC also provides different methods to protect investors by requiring intermediaries to: a) maintain sufficient financial assets;
 b) abstain from granting any security interests in a financial asset they are obligated to maintain;
 and c) participate in the Securities Investor Protection Corporation, which provides a protection similar to the one provided for bank depositors by the FDIC.
 

B. 
Second Principle: Protection Against General Creditors

The Second Principle states that the pool of securities held by an intermediary to satisfy the interests of its interest holders should be protected against the claims of the intermediary’s general creditors either by defining the interest as a type of property or co-property right or by amending or interpreting existing insolvency laws for financial intermediaries to give explicit effect to this policy.
  The securities held by the intermediary are for the benefit of its interest holders, and they are not the property of the securities intermediary.
  
Securities laws should protect investors by providing that if a securities intermediary does not have sufficient securities to satisfy both its obligations to interest holders and to creditors, the claims of interest holders should have priority over those of general creditors.
  Relevant insolvency laws for financial intermediaries should be amended to reflect this policy.
  In addition, regulators could provide investors with additional protection against insolvency risks affecting the intermediaries by, for instance, imposing minimum capital, periodic auditing and insurance requirements.

The UCC provides that if a securities intermediary does not have sufficient interests in a particular financial asset to satisfy both its obligations to entitlement holders who have security entitlements and its obligation to a creditor of the securities intermediary who has a security interest in that financial asset, the claims of the entitlement holders take priority over the claims of the secured creditor of the intermediary.
  

As will be noted below (Section IV), Latin American countries do not always protect interest holders against the claims of an intermediary’s general creditors.  Indeed, general bankruptcy concepts and principles in Latin America deal predominantly with corporate and commercial insolvency considerations and do not take into account the particular needs of financial players and intermediaries who are typically involved in the issuance, pledge and transfer of investment securities.  In the absence of specific regulation, these concepts and principles may permeate or even dictate the solutions to be applied to investment securities and transactions carried out by intermediaries.

C. 
Third Principle:  Choice of Law
1. Overview
The Third Principle declares that conflicts of law rules should be interpreted or modernized to reflect the development of the system for holding, transferring and pledging interests in securities with financial intermediaries so that the selection of the law governing the characterization, the validity of any transfer or pledge, or the effectiveness or opposability of any pledge of interests in securities represented or effected by book-entry to accounts with financial intermediaries is determined by agreement among the relevant parties or, in the absence of such agreement, by reference to the location of the office of the financial intermediary maintaining such accounts—or otherwise by reference to the intermediary’s jurisdiction.
  

Also consistent with this approach would be the possibility to have back-up categorical rules to promote certainty and predictability, such as applying the internal law where an intermediary’s chief executive office is located, when it is impossible to determine where the relevant office maintaining the accounts is located.
  

The idea behind this principle is to update the laws of most jurisdictions to reflect the new commercial environment.
  In several countries, choice of law rules envision a system under which securities are traded as if they were physical or corporeal property and thus subject to the lex situs.  New rules need to be created to solve conflicts of law when cross-border transactions are involved.  New rules also need to take into consideration complex electronic systems and multiple tiers of intermediaries.  The proper application of the lex situs rule depends more on the characterization of the legal rights at issue than the content of the rule itself.  If an investor’s interest in securities is characterized as a traceable property right in individual securities, the rule will generally dictate that the validity of any transfer or pledge or any adverse claim will be governed by the law where the physical or dematerialized securities were located at the time the transfer or pledge took place or the adverse claim arose.  On the other hand, if the interest is characterized as a contractual claim, the rule will dictate that the validity will be governed by the law where the accounts are located.
  

2. The Hague Convention
The Hague Convention on the Law Applicable to Certain Rights in Respect of Securities Held with an Intermediary,
 adopted in December 2002, represented a significant step towards modernizing and clarifying the law on the indirect holding and transfer of securities: the place of the relevant intermediary, rather than the location of the securities.  

Under Article 4 of the Convention, which sets forth the primary rule on applicable law, the law governing the main proprietary issues of indirect securities holding is the law agreed upon by the investor and his direct intermediary, provided certain factual conditions are met (“reality test”). Article 5 of the Convention also contains a set of “fall-back” rules that apply when Article 4 does not suffice to determine the applicable law.

D. 
Fourth Principle: Simplified Pledging Rules

The Fourth Principle dictates that procedures for creating and enforcing a pledge of interests in securities credited to accounts with financial intermediaries should be simplified.
  Under this principle, procedures (e.g., public filings or notarial formalities) that were intended to make (or have the effect of making) it prohibitively expensive or impossible for such interests in securities to be validly pledged should be eliminated or supplemented to facilitate such collateralization.
  Similarly, procedures that delay or otherwise restrict the liquidation or realization of the value of pledged securities or interests in securities should be eliminated where there is a sufficiently liquid market for the securities in question.
  

The procedure for obtaining a valid pledge, enforcing the obligations generated by that pledge and determining who has a senior right are not clear in most countries—other than for those cases where the pledgor has actual possession of physical securities and there is an agreement whereby the pledgee takes actual possession of such securities.
  
Laws should be amended to solve these problems in a way that satisfies the modern needs of securities markets, when the object of the pledge is an interest in securities held through accounts with a financial intermediary.  The required changes in national laws can be achieved by allowing the perfection of security interests by crediting the securities to a special account in the name of the pledgee, or having the intermediary agree to follow the instructions of the pledgee to liquidate the securities or interests in securities without any further action by the pledgor.  An agreement between the pledgor and the pledgee would contain provisions describing when the pledgee would have the right to give such instructions.  The pledgee should be able to allow the pledgor to keep trading interests in securities credited to the special account prior to any default.

As noted above, the UCC pledging rules provide a simple mechanism for the perfection and enforcement of a security interest over security entitlements.  In addition, priority rules between conflicting security interests are also very clear.  Under the UCC, a security interest over a security entitlement can be perfected by obtaining control.
  A secured party who obtains control has priority over a security interest of a secured party who does not have control over the investment property.
  A secured party has control of a security entitlement if:  a) the secured party becomes the entitlement holder; or b) the securities intermediary has agreed that it will comply with entitlement orders originated by the secured party without further consent by the entitlement holder.
  Furthermore, the UCC declares that the secured party would have control even if the registered owner retains the right to make substitutions, to originate instructions or entitlement orders to the securities intermediary, or otherwise deal with the security entitlement.
  The enforcement procedure in case of default is very simple.  The secured party may sell the security entitlement to a third party by giving an entitlement order to the securities intermediary.
  This provision avoids delays or restrictions to the liquidation or realization of the value of pledged securities or interests in securities.  

In addition to simplified pledging rules, another important factor to take into consideration is that any claims adverse to those of the interest holder are realizable only against the intermediary with whom that interest holder has a direct contractual relationship, and not against other, upper-tier intermediaries.  The threat of attachments involving upper-tier intermediaries has been identified as one of the principal impediments to achieving finality of securities transfers and pledges in the modern world.
  Obligations at each level should be independent of those at the next level—in other words, there should be a separation of intermediaries, or a “vertical privity” where every link is discrete.  Risk must be clearly defined, clearly allocated and clearly transferred.  Vertical privity (insulation or “abstraction”) ensures that a significant part of the risk will be structured as a set of bilateral legal relations.
 In a way, the entitlement holder’s risks are centered on its own securities intermediary.

E. 
Implementation of the Four Principles and Recent Developments
1. Overview
When implementing the four principles referenced above, special attention needs to be paid to each country’s particular traditions and legal systems.  The principles cannot stand alone.  Instead, they need to be integrated into each country’s domestic law.
  However, it is important to note that these principles do not intend to disturb some well-established rules, including:
 

a) the substantive law governing the validity of securities and the rights and duties of issuers is the law of the issuer’s jurisdiction; and

b) the law governing any disputes between the holder of an interest in dematerialized or immobilized securities directly in the books of an issuer or its agent and the rights of an adverse claimant in such interest is also the law of the issuer’s jurisdiction.

Substantial work has already been undertaken in the international arena to address some of the problems identified in this report.  By way of example, Belgian Royal Decree No. 62
 appears to satisfy all four principles.  First of all, it defines the interest of an investor or a secured creditor in securities as a package of personal rights and co-property rights in favor of each person credited with interests in securities of the same type.  This package of rights does not include traceable property rights in individual securities, but merely a right to a notional portion.
  Second, the package of rights includes a right of revendication in the event of insolvency of the intermediary.  Such right enables the holder to the return of a specific quantity of securities or interest in securities, which prevails over the claims of the intermediary’s general creditors.
  Finally, a valid pledge of an interest in securities can be obtained by having the interest credited to a pledged account.
  In a similar fashion, the Luxembourg Grand-Ducal Decrees
 provide that there is no traceable right to individual securities; instead there is a right of ownership in a given number of non-identified securities of the same type held by the intermediary in a pool.  The Decrees also provide for a revendication right, and for the right to pledge securities by having the interest credited to a pledged account.

In France, securities were dematerialized in November 1984.  There are no longer any certificates, and securities are evidenced by book entries in accounts maintained by authorized financial intermediaries or by the issuer.  In turn, issuers and intermediaries have an account with Euroclear France in which issued securities are evidenced by book entries.

From a regional perspective, Directive 98/26/EC of the European Parliament and of the Council on Settlement Finality in Payments and Securities Settlement Systems (May 19, 1998) and Directive 2002/47/EC of the European Parliament and of the Council on Financial Collateral Arrangements (June 6, 2002) have aimed at harmonizing key aspects of the laws of EU members relevant to securities settlement systems and indirectly held securities.  As far as concerns relating to conflict of law issues, they have been addressed by the Hague Convention on the Law Applicable to Certain Rights in Respect of Securities Held with an Intermediary (supra, Section C.2).

However, these efforts have their limitations.  As identified by the International Institute for the Unification of Private Law (UNIDROIT), EU directives operate only on a regional level, while the Hague Convention is by its nature confined to conflict of laws issues.
  Hence, even though identifying the applicable law does eliminate a significant area of uncertainty, the resulting applicable law may itself be unclear or unsatisfactory.

UNIDROIT put together a Study Group on Harmonized Substantive Rules Regarding Indirectly Held Securities (the “Study Group”) which met for the first time in September 2002 and agreed on the need to consider the modernization and harmonization of key aspects of substantive law relevant to the cross-border holding and transfer of securities held by intermediaries.
  The Study Group concluded that legal certainty and economic efficiency in the global securities market suffer from inconsistencies inherent in the phenomenon of indirectly held securities, and harmonized rules are required to achieve a reliable legal framework, particularly when dealing with the cross-border holding and transfer of securities.  However, harmonized rules are necessary only provided they contribute to the reduction of legal or systemic risk or the promotion of market efficiency, and they should include language that is as neutral as possible and formulate provisions by reference to their results.  The Study Group refers to this as a functional or result-oriented approach.
 

2. Future Work by UNIDROIT

Based on its functional, result-oriented approach, the Study Group focused on the need to concentrate on very few key questions that call for global uniformity, while still taking into consideration the desire to establish a sound legal framework for indirectly held securities.  Thus, it is envisioned that the instrument that will result from these efforts—which is expected to be completed in two years, at a minimum
—is likely to be split into a mandatory minimum convention and a non-mandatory annex intended to serve as a benchmark.

The Study Group reached the preliminary view that uniform rules would be required in a number of areas, including:

a) the preclusion of upper-tier attachments (i.e., the risk that a freezing or attachment in order to enforce a claim affecting an intermediary at a lower level may also affect a higher-tier intermediary, possibly affecting an entire account and not merely the interests of the underlying investor who is party to the dispute);
 

b) the non-application of rules imposing special formalities (e.g., rules requiring a writing, signature or formal notice), other than the debiting and crediting of book-entry accounts, as a precondition for the full effect of a transfer of indirectly held securities;
 

c) clear rules on the creation and realization of collateral, including formalities, with a view to protect the collateral taker;
 

d) rules on the effects of informal dispositions (i.e., dispositions made other than by entries in book entry accounts);
 

e) confirmation that persons acquiring an interest in good faith as a result of the crediting of securities to their account(s) acquire an overriding title free of any adverse claims—complemented by rules addressing the acceptability or non-acceptability of reversals of debits and credits;
 

f) net settlements (i.e., book entries made by an intermediary may reflect the net overall change in the aggregate balance of its account holders taken together);
 

g) confirmation of the finality of book-entry transfers (i.e., the non-reversibility of credits to an account), as well as the irrevocability of instructions once they have been given to an intermediary; 

h) clear rules addressing the possibility of provisional credits (i.e., a credit entered in circumstances which cause the total number of securities credited to accounts maintained by an intermediary to exceed the available underlying securities or interest in securities held by the intermediary);
 and

i) clear rules regarding loss allocation, which define who bears the risk of a shortfall in securities at the level of the account holder’s direct or any other higher-tier intermediary.

Clearly, the areas identified by the Study Group incorporate and expand on three out of the four principles identified by the Committee on Modernizing Securities Ownership, Transfer and Pledging Laws of the International Bar Association—the remaining principle, choice of law, was not included, given the assumption that it had already been addressed by the new Hague Convention.  

The Study Group has yet to determine whether certain other issues—particularly the protection of account holders from their intermediary’s insolvency and related claims from its general creditors—require uniform rules.  Additional issues might also include the need for additional uniform rules pertaining to the perfection of security interests, and even the definition of the term “securities” and what types of instruments fall under such definition.

In May 2004, UNIDROIT organized a series of meetings to present to the private sector the first preliminary draft of a convention on substantive rules regarding securities held with an intermediary.
  The first such meeting took place on May 4, 2004 in Frankfurt; the second was held at the offices of Cleary, Gottlieb, Steen & Hamilton (New York) on May 11, 2004; and the third one was held in Paris on May 18, 2004.
 

The draft convention is the first document that UNIDROIT has circulated for discussion.  Following circulation of this document, the 5th meeting of the Study Group was held in Budapest in September 2004.  Following this meeting, and based on the feedback received at private sector discussion sessions, the Study Group will finalize a first draft to be sent initially to members of the Governing Council (early to mid-November 2004); the draft will then be sent to member states (early to mid-December 2004).  Additional discussion sessions with government representatives are expected to follow during the course of 2005.  UNIDROIT’s hope is to have a final text of a convention by the end of 2006.
IV.
The Holding System in Latin America

A. 
Overview
Generally speaking, there is a significant lack of uniformity in the regulatory framework for dematerialized securities in Latin America.  As a matter of fact, even the degree of dematerialization, to the extent it is possible, varies from country to country.  In some countries (including Argentina, Colombia and Venezuela), physical securities (or at least a physical global certificate) must be submitted to the central depository.  Book-keeping entries are allowed, for instance, in Guatemala, Uruguay, Brazil, Bolivia and El Salvador, but the legal consequences of such entries have not been fully set out.
  Finally, in a third group of countries, dematerialization is optional
 (e.g., Chile and Peru)
— without full consideration of its consequences, particularly for the law of secured transactions, bankruptcy and conflicts of law provisions.  
1. Panama

Panamanian law mirrors the basic features of the indirect holding system under UCC Article 8.
  Articles 177 to 194 of the Panamanian law set forth the rules governing the indirect holding system of securities, including the role of intermediaries and of the clearing corporation—defined as the entity entrusted with the custody of securities, the settlement and setoff of transactions by book entry, and the transfer and pledge of securities within the indirect holding system.  

The law also governs the rights of investors (i.e., the purchasers of the securities) vis-à-vis the intermediary.  Under the Panamanian law, intermediaries include the clearing corporation as well as securities brokers or brokerage houses where an investor maintains a securities account.  The Panamanian law allows for the existence of different securities holding levels, where each tier intermediary (starting with the initial intermediary who deals with the investor) will maintain a securities account with an upper-tier intermediary.

The law also creates a new property right called derecho bursátil, akin to the security entitlement concept under UCC Article 8.  Under this new property right, an investor in the Panamanian indirect holding system does not have title to individually identified securities held by the intermediary, but rather a pro-rata property right with respect to a pool of financial assets that the intermediary holds on a fungible basis.
  The securities account maintained with the intermediary is the mechanism whereby the investor exercises his pro-rata property right with respect to the securities.  

Likewise, the intermediary maintains a securities account with an upper-tier intermediary on behalf of its customers.  The upper-tier intermediary holds the securities on a fungible basis, and the lower-level intermediary has a pro-rata fiduciary right with respect to a pool of securities maintained by the upper-tier intermediary.
 

The Panamanian law also reflects other significant principles of UCC Article 8, including the concept of control for the transfer of securities, as well as conflict of law rules (i.e., in which cases should the law of the issuer be applied, rather than the law of the intermediary).  However, no mention is made of the special bankruptcy regime required for the derecho bursátil (although the Panamanian law provides that specific regulations in various areas aimed at protecting investors’ rights will be enacted in the future).  Additional provisions pertaining to self-help methods—such as those regulated under UCC Article 9—would also be required.

2. Bolivia

Unlike the Panamanian system, other jurisdictions under review do not regulate the indirect holding of securities as a distinctive system with a set of specific rules and provisions.  The Bolivian law
 makes reference to participants in an indirect holding system, including deposit entities (corporations whose shareholders are issuers of securities, exchanges, brokers, and other intermediaries), intermediaries who hold securities with a deposit entity on behalf of their customers, issuers and investors.

The deposit entity maintains a payment and settlement system and acts as custodian of registered securities through a system of book-entry accounts.  The deposit entity opens two types of accounts for each depositor (intermediary): a) an account for securities traded in the depositor’s own behalf; and b) an account for securities maintained on its customers’ behalf.  It is not clear, however, whether the relationship between the intermediary and the clearing corporation, on the one hand, and the intermediary and its customer, on the other, are compartmentalized.

Under Article 49 of the Bolivian law, the deposit entity holds the securities on a fungible basis.  However, the investor’s right to the securities is not contemplated as a sui generis property right characteristic of the indirect holding system.  Under this provision, the investor registered in the books of the intermediary is the actual owner of the securities deposited by the intermediary with the deposit entity.  Therefore, the investor will own a preset amount of securities that are not individually identified.  Accordingly, systemic risks as well as the special perfection and priority rights of entitlement and control holders, conflicts of law and bankruptcy law issues remain to be dealt with.
3. Brazil

Dematerialization of securities is valid from a Brazilian law perspective.  Under Law 6404/76 (the “Brazilian Corporations Law” or “BCL”), the corporation may require all of its shares, or one or more specific classes of shares, to be kept in a dematerialized manner (i.e., without issuing certificates) and held in deposit accounts in the name of their holders.  Only financial institutions authorized by the Comissão de Valores Mobiliários—CVM (Brazil’s Securities and Exchange Commission)—may maintain book-entry share services.

In Brazil, there are systems of indirect holding of securities whereby securities are deposited before a custodian who holds the securities on behalf of their beneficial owners.  Examples include the custody of shares under the BCL and rules pertaining to the Central of Custody and Clearance of Private Securities and the Service of Clearance and Custody, among others.

The BCL provides that securities intermediaries such as custodians may hold securities on behalf of investors.  According to such mechanism, the beneficial owner deposits the securities with the custodian, who will have fiduciary title and the obligations of a depository with respect to the deposited securities.  The beneficial ownership of the securities is not transferred to the custodian.

The depository is not entitled to sell the shares.  Under Article 31 of the BCL, the transfer of a share’s beneficial ownership is made in the corporation’s records in the Shares Transfer Book (Livro de Registro de Ações).  Ownership is also evidenced by such records.  Article 34 of the BCL also enables the corporation to have a financial institution keep the book-entry of shares.  In those cases, transfers are made in the books of the financial institution and title is proved by a statement or certificate issued by such institution.

Brazil has no mechanism akin to that set forth under Article 8 of the UCC, which recognizes the validity of an agreement between an intermediary and an investor as a legitimate transfer of ownership over a certain security.  If no entry is made in the relevant books of the corporation or the financial institution, such an agreement would only create an in personam or contractual claim against the intermediary.

In both the direct and the indirect holding systems, the investor is the owner of the securities, although in the latter a fiduciary property is transferred to the custodian, who will act on behalf of the investor and will have depository duties with respect to the deposited shares.

There are also specific rules that apply to the holding system through a custodian or depository, namely: (i) the relationship between the custodian and the beneficial owner; (ii) distributions; (iii) the exercise of voting rights (when applicable); and (iv) the pledge of securities; among others.

The intermediary usually holds securities on a fungible basis, and the depository institution must transfer back to the beneficial owner shares in the same number as those initially deposited.  Article 41 of the BCL specifically provides that shares kept by the custodian are deposited on a fungible basis.

Another customary practice is for depository institutions to enter into agreements with other entities for the subcustody of securities.
  Securities are held by the subcustodian in the name of the beneficiary owner and not in the name of the depository institution.  The subcustody contract follows the same principles of the custody contract.

It is important to note that doctrine in Brazil has revealed that one of the main problems with respect to the dematerialization of securities relates to insufficient or inappropriate procedural rules to regulate rights and obligations arising from dematerialized securities, which would complicate the settlement of eventual disputes on such securities before a Brazilian court.  Accordingly, as with Bolivia, systemic risks, special perfection and priority rights of entitlement and control holders, conflicts of law and bankruptcy law issues, among others, remain to be dealt with.
4. Chile

Chile approaches the relationship between the various participants of the indirect holding system differently than other Latin American countries.
  Article 5 of the Chilean law provides that the securities depository (clearing corporation) is considered to be the owner of the securities vis-à-vis the issuer and third parties.  However, the intermediary and its customers will continue to have title to such securities in order to exercise economic and other rights deriving therefrom.  This feature of the Chilean system actually divides title to the securities between the depository and the investor/depositor.

The depository has a significant role in the Chilean system, primarily in connection with the transfer of securities and settlement of transactions.   This significant role is also accompanied by a fiduciary duty whereby the depository has to meet extremely high standards of performance.
  This feature sets the Chilean statute apart from those of other jurisdictions where the depository does not have a clear standard of fiduciary duty to observe in its performance.   

As in the case of Bolivia, Chile does not provide for a sui generis property right, which is a key element of the indirect holding system.  Further, it does not address the issues of systemic risks, special perfection and priority rights of entitlement and control holders, conflicts of law and bankruptcy law issues, among others. 
5. El Salvador

The Salvadoran Decree 742 of 2002 on the book-keeping entry of securities resembles that of Bolivia and Chile.
  This statute governs the performance of the depository in connection with the custody, transfer of securities and settlement of transactions.   Transfers and settlements are carried out by recording entries in the accounts of the various “direct participants” that maintain deposit accounts with the depository.  Securities are held by the depository on a fungible basis. 
Under the Salvadoran law, the investor’s property rights to the securities held by the depository are exercised through intermediaries.  Upon the intermediary’s (“direct participant”) request, the depository issues a certificate to the securities owner indicating the number and characteristics of the securities owned.  This certificate can be used to evidence title to the securities, as well as a mechanism to transfer such securities.  Upon issuance of the certificate, the underlying securities are frozen and no further entries may be made into the account representing the securities until the certificate is returned to the depository, or upon judicial order.   This feature, unlike the rules set forth in other statutes, allows indirectly-held securities to be transferred directly by their owner through the certificates issued by the depository.  Thus, as in the case of Bolivia, Brazil and Chile, El Salvador does not provide for a sui generis property right, the key element of the indirect holding system.  In our opinion, it relies on a variant of the Roman law contract of special deposit or deposit for use (commodatum) as the source of the depository’s obligation to return fungible goods to the depositor. Thus, it fails to address the issues of systemic risk, special perfection and priority rights of the holders of entitlement and control interests, as it also fails to address conflicts of law and bankruptcy law issues, among others.
6. Guatemala

The elements of an indirect holding system are also present in Guatemala, although the system has some distinctive characteristics.  Chapter VII of Guatemalan Decree 43-96
 regulates a “collective securities deposit” with the stock exchange.  Unlike other jurisdictions, in Guatemala the stock exchange acts as the depository of securities.  In this capacity, the stock exchange enters into collective securities deposit agreements whereby it receives securities from depositories (intermediaries and other entities) that it holds on a fungible basis.  The law indicates that, in its capacity as depository, the exchange will keep record of all transfers and other transactions related to the deposited securities.  However, there are no specific rules regarding how this record-keeping system works.  Consequently, as with the preceding jurisdictions, no certainty exists with respect to systemic risk, special priority of the holders of entitlement and control interests—particularly in bankruptcy—and conflicts of law situations.
7. Mexico
Contrary to Article 8 of the Uniform Commercial Code, in Mexico a security held through an intermediary is not considered a security entitlement; it is simply a security.  The legal nature of the rights in securities is uncertain:  Is it a security interest over tangible or intangible property?  Is it a right of ownership in the security purchased?  Is it a contractual right to the promised securities or their value?  Under Mexican law, an investor’s interest in securities held through financial intermediaries may be interpreted either as a traceable property right in individual securities or as a contractual right vis-à-vis the market intermediary.  This ambivalence in the characterization of a holder’s rights that fluctuates between personal and property rights does not allow market participants to determine the substantive law in advance and generates an atmosphere of uncertainty—particularly when dealing with the insolvency of the intermediary.

a)
Treatment of Creditors of an Insolvent Intermediary When the Investor’s Right is Considered a Property Right

If an investor’s interest in securities is considered a property right, the intermediary’s creditors will have no recourse to such securities in the event of the intermediary’s insolvency or reorganization—provided the assets are identifiable and title was transferred to the debtor (Article 70 of the Business Reorganization Law).  Conceivably, this would be the case even if the intermediary pledged the securities to his creditors.  In principle, the purchaser of the securities could claim that the intermediary, not being an owner of the securities, could not pledge them.  Even though Mexico has recently adopted a secured transactions law that attempts to do away with the requisite of ownership for the purpose of creating a security interest, this departure from pre-existing law was not made clear in the May 2000 and December 2003 amendments to the secured transactions law.  In addition, whether the creditor of the purchaser of the securities is in a better position than the creditor of the intermediary is not fully resolved by Mexico’s recently enacted secured transactions laws.
If the intermediary-debtor’s virtual possession or holding of securities derives from an agency relationship, it arguably follows that under section VII of Article 71 of the Business Reorganization Law these assets are readily removable from the debtor’s estate.  However, it remains to be established whether the investor’s assets are identifiable, as required by Article 70 of the Business Reorganization Law. 

b)
Treatment of the Creditors of an Insolvent Intermediary When the Right of the Security Holder is Considered a Contractual Right

If the right of the securities holder is considered a mere contractual claim against the intermediary, it follows that the securities holder does not have ownership of those securities and the securities have been transferred to the intermediary.  Thus, the securities will not be removed from the bankrupt intermediary’s estate and the investor’s claim will be categorized as that of a general creditor.  The investor then will recover only after payment is made to singularly privileged creditors (tax and labor claims), mortgage creditors and creditors with a special privilege.

8. Uruguay

Indirectly held securities are not unusual in Uruguay, although typically they involve the local banking system working to a large extent with offshore clients whose securities are held outside of Uruguay through related or non-related intermediaries.

There are no local rules on indirectly held securities, and there are no published local cases or opinions on the subject.  These transactions are governed by practices that remain within the circle of the Central Bank of Uruguay, private banks and a number of specialized professionals, and are rarely discussed outside this circle.  

The law applicable to indirectly held securities, additionally, is surrounded by an extraordinary degree of uncertainty because of the accumulation of three considerations that make any legal analysis on this matter extremely difficult.  These considerations are: 

a) trusts (including fiduciary transfers) are still seen as a foreign legal concept; 

b) conflict-of-laws rules are complex and peculiar to Uruguay; and

c) rules on bankruptcy in general, and the rules on offsetting debits and credits as part of book-keeping transactions in the context of bankruptcy are virtually non-existent and, thus, generate significant uncertainty.  

B.
Book-Entry System And Dematerialization

Almost all of the statutes under review provide for a book-entry system to perform transfers and other transactions in connection with securities, although some use this system only to a very limited extent (e.g., Uruguay).  For purposes of this report, the book-entry system refers not only to the process whereby payment and settlement of transactions are effected, but also to the method whereby securities are created and recorded for their initial public offering.  Some of the statutes under review refer to this process as the dematerialization of securities.

Although the notion of dematerialization is fairly uniform among the statutes under review (i.e., the representation of securities through entries in a registry rather than as physical negotiable instruments), the method of dematerializing securities is not.  Some statutes require a physical instrument that is subsequently transformed into book entries,
 while others only require the issuer to create in its records the entries corresponding to the relevant issue;
 in turn, other countries have yet to clearly define the nature of the relevant rights and duties (e.g., Brazil, Mexico and Uruguay).
El Salvador’s Decree 742 of 2002 was created specifically to govern the electronic book-entry system of dematerialized securities. Dematerialization of securities occurs when physical negotiable instruments are “transformed” into entries in an electronic account maintained with a depository.  

The depository will perform the transfer and settlement of securities through electronic entries in individual accounts.  These individual accounts will reflect the balance of securities represented by entries in such account.   The depository will also maintain global electronic accounts composed of the total amount of securities deposited by each direct participant (i.e., an intermediary), identifying the securities owned by the participant and those that the participant holds on behalf of third parties.  Upon request submitted by the direct participants, the depository will issue certificates to individual investors in order to evidence title to their securities.

In contrast with the Panamanian law, Salvadoran Decree 742 of 2002 seems less flexible.  When dealing with the creation of dematerialized securities, the Panamanian law makes an important distinction between dematerialized securities per se, and securities that are created within the indirect holding system.  Articles 163 to 176 of the Panamanian law deal with the creation, issuance, transfer and settlement, as well as pledge of dematerialized securities.  However, as indicated above (Section A.1.), the indirect holding system under Panamanian law applies in general to financial assets, which would arguably include dematerialized securities.  However, it is important to note that the rules applicable to the indirect holding system as a whole prevail over specific provisions dealing with dematerialized securities in the event of conflict between them.  This feature is distinctive of the Panamanian system and reflects a greater desire to accommodate actual practices in the financial marketplace.

Bolivia, Chile and Guatemala also have rules in connection with recording and maintaining securities represented by book entries in the records of the depository, but they all seem to lack in flexibility and proximity to market practices.   For example, as a preceding step to creating dematerialized securities, Bolivia requires the formalization of a public instrument setting forth the features, terms, conditions and other characteristics of the securities to be issued.  Chile and Guatemala, on the other hand, require that the securities be registered and initial entries made in the books of the issuer which will thereafter be reflected in the records of the depository.   

C.
The Roles of the Participants in the Indirect Holding System

1. Characterization of the Investor’s rights vis-à-vis the Intermediary and the Depository

Panama is the only jurisdiction—among those analyzed in this report—that has specifically accommodated the concept of an indirect holding system into its legislation.  As mentioned above, Panama created the derecho bursátil as a new property right exclusively applicable to the indirect holding system of securities, which very closely resembles the security entitlement concept under UCC Article 8.   

In contrast, the other jurisdictions under review still base the rights of the investor on notions of the traditional direct holding system—although somehow reflecting the elements of an indirect holding of securities.  To a lesser or greater extent, all of these statutes indicate that, ultimately, the investor is the owner of the securities.  

Some jurisdictions (e.g., Brazil, El Salvador and Bolivia) provide that upon the request of a depositor (i.e., an intermediary), the depository will issue certificates to the owners of securities.  The holder of the relevant certificate is considered the legitimate owner of the securities “represented” in the certificate (the securities are somehow materialized).  Such securities, however, will be frozen, insofar as no further book entries can be made in connection therewith until the certificate is returned to the depository for purposes of cancellation.  This situation could present risks vis-à-vis other participants in the market who may have competing claims in connection with the securities represented by the certificate at the moment the certificate is returned to the depository, or even while the securities are frozen.  The relevant laws do not clearly address issues regarding the priority of third parties dealing with the investor and other competing claims.  In a sense, the use of these certificates turns the not-fully developed indirect holding system of securities into a direct holding system. 

In turn, the Chilean law divides the property rights to the securities between the depository and the investor.  In some instances and for certain purposes, the depository is the owner of the securities (i.e., vis-à-vis the issuer and also vis-à-vis third parties).  However, when a certificate is issued—as is the case in Brazil, El Salvador and Bolivia—the investor is then vested with the right to vote and exercise other rights derived from the securities.  In the latter case, it is unclear whether the investor holds a property right vis-à-vis the intermediary or the depository, or whether such right is merely contractual in nature.  

2. The Role of the Intermediary

The intermediary’s role is particularly important in the indirect holding system of securities.  In close resemblance to UCC Article 8, the Panamanian law has a clear definition of the role and duties of the intermediary vis-à-vis the investor, and also of the role of the clearing corporation vis-à-vis the intermediary.  However, its notion of the intermediary’s fiduciary ownership may give ground for concern, a concern that would need to be fully explored when attempting to modernize and harmonize rules on investment securities.
Under Article 179 of the Panamanian law, the intermediary holds fiduciary title to the securities.  The law also indicates that the securities held in such capacity do not become the property of the intermediary and, therefore, may not be affected by claims from the intermediary’s creditors, nor considered part of the intermediary’s assets in the event of the intermediary’s insolvency or bankruptcy.  This aspect of a fiduciary ownership may be appealing to the future drafters of harmonized legislation; other aspects, pertaining to systemic risk considerations, might be more unsettling.  Similar conclusions may be drawn under Brazilian law.  

In addition, the Panamanian law sets forth some reassuring duties of the intermediary, such as the obligation to maintain a sufficient amount of securities to satisfy the investors’ rights to such securities, as reflected in the intermediary’s records.  Also, the intermediary is restricted from creating liens in the securities without the investor’s consent and must exercise all rights deriving from the securities in accordance with the investor’s instructions.

The role of the intermediary in the other jurisdictions under analysis is subject to certain rules and duties that the intermediary must observe.  However, these duties are regulated mostly from a public-policy perspective—such is the case, for example, in Bolivia, where there is an obligation to create a guaranty fund.  The fiduciary duty that the intermediary must observe in such laws vis-à-vis the investors falls under general rules of agency.  There are no specific rules to govern the principles and requirements of an indirect holding system of securities.  Under these general agency rules, the intermediary is liable due to lack of compliance with the investor’s instructions, or in cases of negligence or willful misconduct.  One of the problems with the agency standard is that most Latin American legal systems lack clear guidelines on the diligence required from business agents when each and every duty has not been expressly and formally specified by the principal—usually in a power of attorney.
3. The Role of the Depository

In the indirect holding system, the depository is an upper-level intermediary.  Hence, the rules and principles analyzed in the previous section also apply to the depository.

Generally speaking, the depository is entrusted with the custody of the securities, as well as with the payment and settlement of transactions.  All of the jurisdictions analyzed in this report provide for the creation and operation of a book-entry system whereby the depository complies with instructions received from intermediaries (or from other depositors) by crediting and debiting the deposit accounts maintained by such intermediaries. 

An additional common feature is the depository’s role as nominal holder of securities.  Based upon the instructions provided by the intermediary (acting on its own behalf or on behalf of its customers), the depository exercises the rights deriving from the securities, such as voting rights and the right to collect dividends and other benefits directly from the issuer.

The rules in the different jurisdictions under analysis vary significantly with respect to the scope of the fiduciary duties that the depository must observe.  For example, in Chile, the depository is subject to the highest standards of diligence.  Article 27 of the Chilean law establishes that the depository will be liable in the event of any negligence (it need not rise to the level of gross negligence to trigger liability) resulting in losses, destruction, damages or delays in the transfer and settlement of transactions.  Moreover, the depository is responsible for the authenticity and integrity of the securities that it accepts in custody.  Although this provision clarifies that the depository has recourse vis-à-vis the intermediary if there is responsibility on the latter’s part, primary liability for the authenticity and integrity of the securities lies with the depository.

A similar standard of diligence is set forth under Article 64 of the Salvadoran law.  According to this provision, the depository is liable for any damages resulting from negligence in performing its obligations, including discrepancies and delays affecting the transactions entrusted thereto.

4. Insolvency of the Intermediary and the Depository

The issue of insolvency or bankruptcy of the intermediary and the depository is addressed by all jurisdictions to varying extents. 

In the case of Panama, Article 179 clearly establishes that the securities held by an intermediary (both a clearing corporation or a lower-level intermediary) are not part of the intermediary’s assets and, therefore, are not included as part of the intermediary’s assets in the event of insolvency and bankruptcy.  Similarly, in Brazil the intermediary only has a contractual relationship with the investor and the property of the shares remains with the latter; thus, the investor may claim its ownership rights in accordance with the procedures set forth by Article 76 of the Bankruptcy Law,
 which includes the right of restitution.

The Bolivian law contains a similar principle in Articles 26 and 54, applicable to brokerage houses and to the depository, respectively.  These provisions clarify that the securities held by a brokerage house or by a depository on behalf of their customers are not part of their assets and, therefore, cannot be used to satisfy their obligations or creditors’ claims.

Article 34 of the Salvadoran law provides, in a more abstract fashion, that securities deposited with the depository may not be attached as a result of the depository’s personal obligations. 

The situation is more complex in Mexico because an interest in securities held by an intermediary may be interpreted either to be a property right or a contract right, thus creating a risk that a court facing two different interpretations may come to different conclusions concerning an investor’s protection in the event of the intermediary’s insolvency.

Finally, in Uruguay the risk lies predominantly in the way rules are applied, and not so much in the nature of the rules themselves.  Bankruptcy rules theoretically prevent a company that has become insolvent or has lost all of its capital from continuing to do business without filing for bankruptcy.  However, in actual practice companies continue to do business—paying some creditors and not others—until they run out of cash, without any significant legal or criminal consequences.  

Creditors asking for a declaration of bankruptcy in Uruguay often become involved in a lengthy written procedure against the debtor about the existence of the conditions for bankruptcy.  This procedure can take months or even years, during which time the debtor continues to do business without any restriction.  Furthermore, Chapter 11-type rules are applied in such a way that shrewd businesspersons who file for “Chapter 11” may avoid bankruptcy and continue in business for two, three or even four years, despite the opposition of their unsecured creditors.  

5. Transfer and Pledge of Securities

As indicated above, the different statutes under analysis provide for the implementation of a book-entry system for the transfer of securities.  The depository (and in some instances the issuer as well, as is the case in Guatemala) is entrusted with the settlement of securities transactions and, hence, is in charge of debiting and crediting the accounts of the relevant participants.

The Panamanian law is the most comprehensive statute in terms of defining the rules and principles that govern transfers of derechos bursátiles and setting forth the elements of perfection and finality of the transaction.  Articles 182 and 185 of the Panamanian law establish that any person acquiring a derecho bursátil for value and without knowledge of any adverse claims is a protected purchaser, hence free of any third party claims.  A key concept included under this statute is that of control (poder de dirección) which is set forth in Article 162 and mirrors UCC Article 8.  Thus, in principle, secured creditors of the intermediary and investor could be protected in the bankruptcy procedure.  However, this protection is predicated upon the harmonization of investment securities law with secured transactions and foreclosure laws that are inconsistent with Panama’s law of investment securities.
Even though some of the provisions included in other statutes make reference to the finality of securities transfers, they do not accommodate all of the principles of the indirect holding system.  Article 15 of the Chilean law, for example, provides that securities acquired through any transfer mechanism under such statute shall be considered free of any liens, restrictions or attachments, and the depository and the intermediary shall be held liable if the securities transferred were in fact affected by any such limitations.

In sharp contrast, under the Bolivian law the account statements and receipts issued by intermediaries certifying the settlement of a transaction shall be effective not only among the parties to the transaction, but also vis-à-vis third parties.  This provision is rather abstract and conveys little certainty in connection with finality, as opposed to the clearer and more specific rules established under the Panamanian law. 

Pledges of shares are a very common practice in Brazil.  However, certain conditions need to be met for such pledges to be valid.  First of all, a share pledge must be evidenced by a private or public document that describes the pledge obligation and characterizes the pledged shares (including the amount, serial number, type, class, form and identification of the issuing corporation).  In addition, all pledges must be registered.  In the case of nominative shares, the pledge must be registered in the corporation’s book of “Nominative Shares Registration.”  In the case of book-entry shares, the pledge document must be registered in the books of the relevant financial institution.  The validity of the guarantee is always based on the registration. 

In Brazil, a securities pledge may be enforced by means of a judicial or a non-judicial proceeding.  The non-judicial enforcement must be specifically provided for under the pledge agreement.  If no provision is made, the judicial sale shall be carried out by means of a public auction.  

It is possible to trade collateralized securities in private transactions.  However, it is not permitted to trade pledged securities in the public securities market.

The possibility of creating a second simultaneous pledge in a security is still very controversial in Brazil, because in accordance with the Brazilian legal system, the pledge of a security is perfected with the transfer of the security to the creditor.

Some Brazilian scholars claim that it is not possible to transfer the possession of a security to two persons simultaneously, therefore making it impossible to create a second pledge.  However, other scholars argue that such an obstacle may be overcome if both creditors transfer the security to a third party depository, who will hold the security on their behalf.

Brazilian law (Article 1.428 of the Brazilian Civil Code) does not permit the collateral taker to repossess property of the pledged item if the debt is not paid when due.  Under these circumstances, the collateral taker may promote an amicable sale (only if permitted by the agreement) or a judicial sale under the terms of the Brazilian Procedural Code.

In Mexico, the caución bursátil agreement is regulated under Article 99 of the Mexican Securities Exchange Act, as amended in 1993.  The agreement does not require endorsement, physical delivery of the certificates or the registration on the issuer’s books.
  The agreement has to be sent by the brokerage house to INDEVAL, specifying that a guarantee account should be established or increased if it had already been established.
  INDEVAL has three different types of accounts for every brokerage house: a) an account for securities held by the brokerage house in its own name; b) an account for securities held by the brokerage house for its customers; and c) an account for securities given in guarantee.  The underlying idea is to protect both investors and creditors from wrongful transfers.
  Although not a perfect system, the segregation of accounts promotes transparent records and helps reduce errors and fraud by prohibiting the commingling of securities accounts.  In addition, the system provides for an expedited, summary enforcement procedure (Art. 341 of the Negotiable Instruments and Credit Transactions Act) although, ideally, an even shorter term would be needed to adequately address the enforcement of these security interests. 
By and large, with the possible exception of Panama, the rules for the transfer and pledge of securities in the countries analyzed would largely benefit from added clarity and specificity.

V.
Preliminary Conclusions

This report provides an initial overview of the basic statutes from each of the selected jurisdictions dealing with the book-entry registration of securities.  It should be noted that each jurisdiction has also enacted additional laws and specific regulations that may impact the holding, registration and transfer of securities.  

The following preliminary conclusions can be drawn from this analysis:

1. With the exception of Panama, the indirect holding system of securities in the jurisdictions under review is not conceived as a distinctive system governed by a specific set of rules and principles; 

2. Although the Panamanian law has been closely modeled after UCC Article 8, such experience may not necessarily be duplicated in other jurisdictions.  Harmonization efforts in the Americas and the Caribbean should focus on results (i.e., desirable legal consequences) rather than pre-existing concepts susceptible to uncertain adaptation; and 

3. The fact that the above and other jurisdictions in Latin America are embarking on reforms to modernize their capital markets provides an opportunity to further promote change.  An encouraging trend is the exclusion of investors and secured creditors from bankruptcy proceedings involving intermediaries.  Another encouraging trend is Mexico’s validation of the caución bursátil as an effective and constitutional extra-judicial remedy to enable security intermediaries to foreclose on investment security collateral.
Both the development of Latin American capital markets as an effective investment alternative and the value of securities traded in such markets as collateral in global market transactions depend on the existence of clear and precise rules reflecting current practices in leading financial markets in the United States and Europe.  The research reflected in this report indicates that existing laws in Latin America and the Caribbean are insufficiently equipped to handle transactional aspects such as: 

a) the creation, holding, transfer and extinction of entitlements in investment securities other than by their “original” or “historical” owners;
b) the creation of security interests in entitlements (as contrasted with rights of ownership), as well as rules related to priority, reduced formalities, proceeds, substitution, reuse, re-characterization, etc.;
c) the legal status of and rights and duties created by clearing corporations, intermediaries, entitlement holders and issuers; 
d) the insolvency of debtors holding entitlement rights in investment securities, as well as of intermediaries, including issues such as no-stay rules, preference, segregation, avoidance and fraudulent conveyance; and

e) choice of law rules applicable to cross-border transactions.

The contemplated drafting efforts proposed for CIDIP-VII do not purport to adopt or impose a particular pre-existing system or law.  Rather, the goal of this drafting is to take advantage of proven systems and principles and create a harmonized set of effective, yet simple and adaptable, rules for each jurisdiction to implement.  In this sense, these efforts are not unlike those that are currently underway under the direction of UNIDROIT.  While many of the basic purposes and notions promoted under both of these efforts are the same, efforts at the inter-American level should aim at specifically addressing the reality and practices prevailing in Latin American and Caribbean countries—it should be noted that, at present, only thirteen countries in the Americas are members of UNIDROIT and, in turn, three of those (Argentina, Canada and the U.S.) are represented in the Study Group that is analyzing issues pertaining to indirectly held securities.  As a matter of fact, it is expected that both processes will benefit from the research and exchanges of their respective participants.  The efforts are neither contradictory nor overlapping but, rather, complementary.  

As an initial step, there is a need to harmonize and clarify certain key concepts in the context of dematerialized securities held with an intermediary.  Such concepts include the definition of the terms securities, indirect holder, intermediary and custodian, among others, which as currently defined in some Latin American jurisdictions may result in confusing and/or conflicting interpretations.

As discussed in this report, one of the objectives of the UNIDROIT Study Group and, ultimately, of the Draft Convention, has been to promote a result-oriented approach, thus avoiding an unnecessary bias in favor of or against notions or principles embodied in specific legal systems.  However, this type of approach should not be interpreted to be inconsistent with the need to further clarify certain terms.  Indeed, unless some key concepts are clearly defined in the proposed convention, many countries may ultimately be opposed to the adoption of the relevant rules.  The goal of the drafting should be to take advantage of proven systems and principles and create a harmonized set of effective, yet simple and adaptable, rules for each jurisdiction to implement and to preclude national law from applying solutions that would be in direct conflict with the goals of the convention.  

In addition to the definitions mentioned above, there are also other basic concepts that would require additional clarification and which include: the definition of the rights of an account holder; the notion of interests or rights on securities; and the interpretation of terms such as “allocation,” “allocated” and “vesting,” to name a few of the terms used in the UNIDROIT Draft Convention.  

Some of the articles of the Draft Convention, as currently drafted, also presuppose the existence at the national level of general principles of corporate and/or bankruptcy law that establish a required basis for the specific rules on investment securities to be effective.  In the absence of such rules, some of the purposes of the convention would be defeated.  The convention needs to provide for certain basic changes to other applicable commercial laws, including corporate and bankruptcy laws.  Ideally, a convention in this area should also aim at specifically addressing the reality and practices prevailing in countries with more traditional systems—including Latin American countries.
In addition, international efforts should be mindful of various law reform projects that are currently under way at the national level.  The Uniform Law Conference of Canada is at present preparing a draft of a new uniform law on multi-tiered holding systems in Canada, to bring it closer to the modernized framework in the United States.  In Switzerland, a governmental commission is reviewing a proposal for a Securities Custody Act; and in the United Kingdom, a working party is developing proposals for a securities statute, clarifying the property rights of indirectly held securities.

As related in this report, the UNIDROIT Study Group is still considering whether or not to include issues of bankruptcy/insolvency of the intermediary as part of its analysis.  This should, indeed, be a goal of drafting efforts in the Americas.  At the very least, the goal should be for the contemplated treaty provisions to ensure that claims of securities investors against a bankrupt or insolvent intermediary should be considered claims with a priority over third party claims.

Finally, simplified procedures for creating and enforcing a pledge or security interest in securities held by financial intermediaries are also of the essence.  In this area, special consideration should be given to the adoption of a system to create and record security interests in movable property similar to that of Article 9 of the United States Uniform Commercial Code, and that of the Canadian Provinces’ Personal Property Security Act—such a system is already embodied in the Model Inter-American Law on Secured Transactions (MILST) adopted by the Organization of American States in February 2002 (CIDIP-VI).  The adoption of the MILST by Latin American and Caribbean countries would undoubtedly modernize and expedite the credit system throughout the region and attract increased foreign investment.  
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U.S. Federal Trade Commission Proposal for OAS

Model Law on Monetary Redress for Consumer Transactions

*
The United States supports the inclusion of a consumer protection topic for CIDIP-VII.  The U.S. believes that strong and effective consumer protection laws and institutions can contribute to consumer welfare and economic development in the OAS countries.

*
The U.S. recognizes that there is a need to develop mechanisms to protect consumers who have suffered economic injuries from businesses, particularly for injuries that have a relatively small monetary value.  Therefore, the U.S. proposes that the CIDIP process focus on encouraging mechanisms for monetary consumer redress.

*
Specifically, the U.S. proposes that the CIDIP focus on developing a model law on mechanisms for consumers to obtain monetary redress.  There are many possible redress routes including judicial mechanisms such as small claims tribunals, administrative adjudication of small claims, and private, associational, and governmental (or parens patriae) collective court actions.   A model law could cover some or all of these options.

*
For example, a model law could contain a basic statement regarding the right to monetary redress and the availability of mechanisms for redressing consumer complaints.  It could contain a general declaration to the effect that:   Monetary redress for economic injuries to consumers should be available through administrative or judicial mechanisms for adjudicating individual consumer claims for low monetary value and through collective or representational actions filed in courts or administrative or other appropriate tribunals.

*
With respect to small claims procedures, a model law could set forth a few basic principles for a low-cost, efficient, and expedited small claims procedure.  It would not require member countries to set up special small claims courts but instead leave the forum for the small claims procedure up to the individual country (e.g., a specialized judicial court, administrative tribunal, or national consumer protection agency).

*
With respect to collective or representational actions, the model law could specify the types of entities with the ability to bring collective or representation claims seeking monetary redress, which could include governmental entities or attorneys representing a class of consumers with common claims.  The model law could specify that collective action procedures are appropriate vehicles for obtaining monetary redress for individual consumers.

*
The model law also could include a provision clarifying that monetary redress judgments obtained in collective actions brought by governments should not be considered penal or public in nature and should be enforced based on rules for enforcing private international law judgments.  The U.S.-Australian Free Trade Agreement contains a similar provision.

*
The topic of redress mechanisms already has attracted attention from the OAS member states and through the Forum of Latin American Consumer Protection Agencies.  Indeed, many Latin American and South American consumer protection agencies have begun to explore mechanisms for consumers to obtain monetary redress.  Some countries, e.g., Mexico, have instituted small-claims type procedures within the administrative agency context.  Other countries are exploring collective action mechanisms.  For example, Chile recently passed a law that gives the government the ability to bring collective actions on behalf of consumers.  Brazil, which pioneered collective actions in South America, is currently conducting feasibility studies on expanding its class action procedure.  Mexico(s consumer protection agency, Profeco, already has the ability to bring collective actions on behalf of consumers.

*
This topic has recently drawn a great deal of attention in other countries as well.  The 30 member states of the OECD are currently studying consumer redress mechanisms, and the OECD(s Committee on Consumer Policy will host a workshop on this topic in Washington, D.C. in April 2005.   Mexico is participating in this project.  The OECD meeting could generate some information that might provide useful background for the CIDIP meeting.
*
A model law on consumer redress would complement the proposal for a consumer choice of law convention, by focusing on practical mechanisms for redress.  

*
Inclusion of consumer-oriented topics would achieve a balanced agenda, together with an economics-based topic such as that proposed by the United States and supported by a number of OAS members to enhance economic development and trade throughout the Americas.
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